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TAX PROBLEMS IN REAL ESTATE
TRANSACTIONS
MICHEL G. EMMANUEL*

The purpose of this article is to aid the general practitioner at
law in providing himself with enough basic knowledge to recognize
the common federal income tax problems that often lie half hidden
in otherwise routine real estate transactions. With the passage of
the 1954 Internal Revenue Code and the growing volume of new
regulations and rulings promulgated in its wake, the art of taxmanship
seems destined to reach new eminence. Although techniques may
change from year to year, the basic principles of tax minimization
remain the same - and the most popular formula continues to be
the long term capital gain. It is in this region that real estate lends
-itself so readily to the achievement of the demi-tax sought after by
investor and entrepreneur alike. The lawyer who conducts a real
estate practice, therefore, should thoroughly -familiarize himself
with those phases of the federal tax law that affect the purchase and
sale of real property.
CAPITAL TRANSACTIONS

The Mechanics of Capital Gains and Losses
It is well established in our tax philosophy that gains stemming
from the gradual appreciation of investment property over a long
period of time should be subject to reduced rates of taxation upon
disposition of the property. The theory behind this concession is
that, since the increase in value may have taken place over several
years, it would be manifestly unfair to tax it at ordinary rates in the
year of sale. Although originally intended as an averaging device,
capital gains rates are now scarcely more than a tax subsidy to investors."
*B.S.BA. 1940, LL.B. 1948, University of Florida; LL.M. (in taxation) 1949, New
York University; Chairman, Tax Section, The Florida Bar, 1954-55; Member of
Tampa, Florida, Bar.
'SEN. REP. No. 1631, 77th Cong., 2d Sess. (1942), 1942-2 Cum. BULL. 545. For years
prior to 1934 the holding period necessary to qualify property as a capital asset
was "more than two years" and capital gain was taxed at 12hA%. The Revenue

[411]
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The primary tax question in any sale or disposition of property
is whether gain or loss is realized 2 and, if so, to what extent it is
recognized. 3 The subsidiary question is whether the sale produces
fully taxable income or fully deductible loss or whether the capital
gain or loss limitations apply. For these purposes, property may be
divided into three classes:
A. Capital assets that produce either capital gain or capital
loss.
B. Noncapital assets that produce either ordinary income or
ordinary loss.
C. Noncapital assets that produce either capital gain or ordinary loss.
With regard to real estate the statute defines capital assets of the
type included in Class A as property held by a taxpayer, regardless
of whether connected with his trade or business, other than (1) stock
in trade or property held primarily for sale to customers in the ordinary course of trade or business, (2) trade or business property of a
character subject to allowance for depreciation, and (3) real property
4
used in his trade or business.
Class B consists of all property excluded from Class A under the
definition of a capital asset except that used in the taxpayer's trade
or business. Limited to real estate, Class C property is defined as
trade or business property that is subject to allowance for depreciation
and has been held for more than six months, or real estate that is used
in trade or business and has been held for more than six months and
is not of the kind that is properly includible in the inventory of the
Act of 1934 provided that gain or loss upon the disposition of a capital asset by
taxpayers other than corporations would be taken into account: 100% if the
asset had been held not more than 1 year, 80% if held for more than 1 but not
more than 2 years, 60% if held for more than 2 but not more than 5 years, 40%
if held for more than 5 but not more than 10 years, and 30% if held for more
than 10 years. The 1938 act introduced a new scheme that took into account 100%
of the gain if the capital asset had been held 18 months or less, 66 2/% if held
from 18 to 24 months, and 50% if held for more than 24 months. The present
pattern is basically that which was introduced in the 1942 act. The holding period
was reduced to 6 months, and a ceiling rate of 25% was placed on the long term
capital gains of both individuals and corporations.
2INT. REv. CODE of 1954, §1001.
3INT. REV. CODE of 1954, §1002.
4INT. REv. CODE of 1954, §1221. For purposes of simplification, the provisions
of this section pertaining to property other than real estate are omitted.
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taxpayer or that is held primarily for sale to customers in the ordinary
course of the taxpayer's trade or business.5
Applying the foregoing principles, the sale of land and buildings
not used in trade or business results in a capital gain or loss; the
sale of business property held for not more than six months or
property held for sale to customers produces ordinary income or fully
deductible loss; and the sale of all other business property results
in capital gain or ordinary loss. If the sale of real estate results in
capital gain, it will ordinarily make no difference whether it is taxed
as the sale of a capital asset or of a noncapital asset used in the taxpayer's trade or business. In both cases, if the property has been held
for over six months its sale will produce long term capital gain taxable
at a ceiling rate of twenty-five per cent., In the disposition of either
class of property the problem most frequently arising is that of proving
that the realty was not held primarily for sale to customers in the
ordinary course of business.
Real Estate Dealers and Capital Gains
Of course a sale of real estate owned by a dealer is ordinarily a
sale of property "held for sale to customers," and the sale will not
result in a capital gain or loss. Persons who are engaged in other
businesses and professions are often held to be real estate dealers.7
Whether a person is a dealer in real estate is a factual question. The
resolution of this question often depends on the taxpayer's sales efforts
with regard to the specific property in question. If he lists it with
brokers, advertises widely, or places signs on the premises holding it
out for sale, he will experience considerable difficulty in proving he
is not a dealer. If, on the other hand, the owner limits his selling
activities to a minimum and does little more than maintain the prop5

INT. REv. CoDE of 1954, §1231 (b).
61n the case of individuals, when

net long term capital gain exceeds net short
term capital loss §1202 permits a 50% deduction from the net long term gain. The
remaining 50% is taxable at the regular rate, depending on the taxpayer's bracket.
High bracket taxpayers may use an alternative tax computation under §1201, which
guarantees that in no event will the long term capital gain be subject to a tax
of more than 25%. Corporations compute the tax on long term capital gains
under §1201 at a straight 25%.
7Gilford v. Commissioner, 201 F.2d 735 (2d Cir. 1953); Harvey v. Commissioner,
171 F.2d 952 (9th Cir. 1949); Reynolds v. Commissioner, 155 F.2d 620 (1st Cir.
1946); A. L. Carter Co. v. Commissioner, 143 F.2d 296 (5th Cir. 1944); Fackler v.
Commissioner, 133 F.2d 509 (6th Cir. 1943).
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erty, he should be able to establish with little effort that he is not a
dealer in real estate. Recurrent and frequent sales are indicative of
a dealer status, while occasional sales or the sale of an asset acquired
involuntarily upon a foreclosure may indicate investor status.
The problem of distinguishing between dealer and investor sales
has arisen with such frequency that the courts have evolved certain
criteria in determining the tax treatment of such sales." The most
important of these are (1) continuity of sales and sales activity, 9
(2) substance and frequency of sales,1 (3) reasons for and manner of
acquiring property, 1 (4) means employed in selling property, 12 and
(5) liquidation as the purpose of the sale.

3

Even a dealer who regularly buys and sells real estate to customers
can be an investor in real property. If, however, he holds some
properties for investment purposes and others for sale to customers,
certain problems are raised with regard to segregation of the two
types of assets and proper record keeping. When the property is purchased it should be clearly identified and earmarked on the dealer's
books and records as investment property. The earmarked parcel
should not be treated in the same manner as other properties held
sFor a complete discussion see Clark, Dealer and Investor, EIGHTH ANNUAL
N.Y.U. TAX INST. 855, 859 (1950).
9Rollingwood Corp. v. Commissioner, 190 F.2d 263 (9th Cir. 1951); Dunlap
v. Oldham Lumber Co., 178 F.2d 781 (5th Cir. 1950); Fahs v. Crawford, 161 F.2d
315 (5th Cir. 1947); 512 West Sixth St. Corp. v. Commissioner, 151 F.2d 942 (2d Cir.
1945); Ehrman v. Commissioner, 120 F.2d 607 (9th Cir.), cert. denied, 314 U.S.
668 (1941); Commissioner v. Boeing, 106 F.2d 305 (9th Cir.), cert. denied, 308
U.S. 619 (1939); Snell v. Commissioner, 97 F.2d 891 (5th Cir. 1938); Phipps v.
Commissioner, 54 F.2d 469 (2d Cir. 1931); Boomhower v. United States, 74 F.
Supp. 997 (N.D. Iowa 1947).
1oWhite v. Commissioner, 172 F.2d 629 (5th Cir. 1949); Brown v. Commissioner,
143 F.2d 468 (5th Cir. 1944); Oliver v. Commissioner, 138 F.2d 910 (4th Cir. 1943);
Ehrman v. Commissioner, supra note 9; Richards v. Commissioner, 81 F.2d 369
(9th Cir. 1936); Martin Dressen, 17 T.C. 1443 (1952); Frieda E. J. Farley, 7 T.C.
198 (1946).
1'Gutowsky v. Jones, 100 F. Supp. 852 (W.D. Okla. 1951); Kanawha Valley
Bank, 4 T.C. 252 (1944); see G.C.M. 24910, 1946-1 Cum. BULL. 101.
'2Guthrie v. Jones, 72 F. Supp. 784 (W.D. Okla. 1947); Frieda E. J. Farley, 7
T.C. 198 (1946); Alexander Weil, P-H 1944 T.C. Mem. Dec. 44,193; cf. R. H.
Hutchinson, P-H 1949 T.C. Mem. Dec. f49,155; see Dagmar Gruy, P-H 1949 T.C.
Mem. Dec. ff49,217.
13Guggenheimer v. Commissioner, 209 F.2d 362 (2d Cir. 1954); Palos Verdes
Corp. v. United States, 201 F.2d 256 (9th Cir. 1952); United States v. Robinson,
129 F.2d 297 (5th Cir. 1952); Ehrman v. Commissioner, supra note 9; Spanish Trail
Land Co., 10 T.C. 430 (1948).
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for sale to customers; it should not be routinely shown to customers
along with "dealer property," nor should it be posted or advertised
for sale. It is hard to overemphasize the importance of adequately
identifying and segregating capital assets from noncapital assets. This
one factor may mean the success or failure of the dealer in achieving
capital gains treatment on investment properties, 14 particularly if the
property was originally held for sale to customers and later converted
into investment property. 5 Perhaps the best way in which a dealer
may set aside realty as investment property is to rent it.'1
Subdivision of Real Estate
If a dealer subdivides unimproved real estate, gain on its subsequent sale will certainly result in ordinary income to him.17 Unfortunately, the subdivision of realty by a nondealer has also been held,
in most instances, to indicate that the property is held for sale to customers, and capital gains treatment has therefore been denied. s
Congress sought to provide some relief for the individual investor in
real estate by enacting section 1237 of the 1954 Internal Revenue Code.
As finally passed, however, the provision is highly technical, poorly
drafted, and of doubtful value to anyone except small taxpayers.
The statute provides that any lot or parcel that is part of a tract
of real property in the hands of a taxpayer other than a corporation
shall not be deemed to be held primarily for sale to customers in the
ordinary course of trade or business solely because the taxpayer subdivided the tract for the purpose of selling it or engaged in any activity
incidental to the subdivision and sale, if each of the following conditions have been met:
(1) The tract or any part of it was not previously held by the
4

' See Delsing v. United States, 186 F.2d 59 (5th Cir. 1951); Palm Homes, Inc.,
P-H 1952 T.C. Mem. Dec. 52,008.
'SSpanish Trail Land Co., 10 T.C. 430 (1948).

.6Gabriel Leeb, P-H 1953 T.C. Mem. Dec. 53,073.
17Gruver v. Commissioner, 142 F.2d 363 (4th Cir. 1944); Oliver v. Commissioner,
138 F.2d 910 (4th Cir. 1943); Ehrman v. Commissioner, 120 F.2d 607 (9th Cir.),
cert. denied, 314 U.S. 668 (1941).
'sPalos Verdes Corp. v. United States, 201 F.2d 256 (9th Cir. 1952); Brown v.

Commissioner, 143 F.2d. 468 (5th Cir. 1944); Gruver v. Commissioner, supra note
17; Oliver v. Commissioner, supta note 17; Ehrman v. Commissioner, supra note 17;
cf. Fahs v. Crawford, 161 F.2d 315 (5th Cir. 1947); Frieda E. J. Farley, 7 T.C. 198

(1946).
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taxpayer primarily for sale to customers.
(2) The taxpayer is not otherwise a dealer and did not, in the
taxable year of the sale, hold any other real estate primarily
for sale to customers.
(3) The value of the lot or parcel sold has not been substantially enhanced by any improvement made by the taxpayer
or certain other related persons.
(4) The lot or parcel has either been held by the taxpayer for
five years or acquired by him by inheritance or devise.
If the foregoing conditions have been met, the first five lots sold
from a tract will produce capital gain or loss; however, all sales made
in the year in which the sixth sale is made, and in all subsequent years,
will result in ordinary income to the extent of five per cent of the
selling price. 19 Selling expenses may be deducted from gross income
only to the extent that gain is reported as ordinary income. Any selling
in determining the amount
expenses not so used are taken into account
20
realized on the sale of a capital asset.
For purposes of section 1237 a tract of real property is defined as a
single piece of real estate except that two or more pieces of real property shall be considered a tract if at any time they were contiguous
in the hands of the taxpayer or if they are divided only by a street,
railroad, stream, or similar property. 2 For the purpose of computing
the number of sales made by a taxpayer, and for the definition of a
tract of real property, sales made during the five-year period prior to
22
the effective date of the 1954 act will be taken into account.
23
According to the committee reports and the somewhat ambiguous
language of the statute, the provision is inapplicable if the tract or
any parcel of it was previously held by the taxpayer primarily for
sale to customers, or if in the year in which he sells the subdivided lots
24
A taxpayer is
he holds other real property for sale to customers.
lots were subsubdivided
if
the
section
this
of
also denied the benefits
improvement
substantial
a
of
result
stantially enhanced in value as the
to a contract
pursuant
or
taxpayer
the
by
anywhere on the tract made
19INT. REV. CODE OF 1954, §1237 (b) (I).
2OINT. REV. CODE OF 1954, § 1237 (b) (2).
21INT. REV. CODE OF 1954, §1237 (c).
22S. Rri-. No. 1622, 83d Cong., 2d Sess. 443 (1954).
23Ibid.
241NT. REV. CODE OF 1954, §1237 (a) (1).
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of sale between the taxpayer and a buyer.25 The improvement will be
attributed to the taxpayer if made by members of his family, a controlled corporation, a partnership in which he is a member, or by a
26
lessee or a governmental body under certain conditions.
The questions of whether an improvement of the property and
its resultant increase in value are substantial are questions of fact that
may result in considerable litigation. After defining "substantial
improvement," the statute provides that no improvement shall be
deemed substantial if: (1) the property has been held for a period
of ten years or more; (2) the improvement consists of water or sewer
facilities or roads; (3) it is shown to the satisfaction of the secretary
or his delegate that the lot would not have been marketable at the
prevailing local price without such improvements; and (4) the taxpayer elects not to add the cost of the improvements to his basis for
the lot. Taxpayers will think twice before placing themselves under
this exception to the substantial improvement rule, inasmuch as
they must give up both the right to capitalize the improvements and
the right to deduct them.
Under section 1237, therefore, a noncorporate taxpayer who is not
a dealer has several alternatives as to the manner in which he may sell
unimproved real estate:
(1) He may sell the tract as acreage and realize capital gain.
(2) He may subdivide the property but avoid making any substantial improvements, in which case he will also be entitled to capital gains treatment.
(3) He may subdivide and make substantial improvements that
fall within the exception of section 1237 (b) (3), surrender
his right to capitalize the cost of such improvements, and
pay a capital gains tax on the gain so determined.
(4) He may subdivide and improve, capitalize the cost of the
improvements, and either treat the gain as ordinary income
or, if possible, establish that he is not a dealer and thereby
claim a capital gain.
Tax Free Exchanges of Real Estate
In the ordinary case, the sale or exchange of property results in
taxable gain or loss measured by the difference between the fair market
25INT. REV. CODE OF

1954, §1237(a) (2).

26Ibid.
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value of the property received and the basis of the property exchanged.
Section 1031 (a) of the Internal Revenue Code provides an exception
to this general rule by stipulating that no gain or loss shall be recognized if property held for productive use in trade or business, or for
investment, is exchanged solely for property of like kind to be held
for the same purposes. The statute does not apply to stock in trade
or other property held primarily for sale, or to stocks, bonds, choses
in action, securities, or evidences of indebtedness.
The regulations under the comparable section of the 1939 Internal
Revenue Code state that the words like kind have reference to the
nature or character of the property and not to its grade or quality. One
kind or class of property may not be exchanged for property of a
different kind or class. The fact that any real estate involved is improved or unimproved is not material. 2 7 The regulations provide that
no gain or loss is recognized when city real estate is exchanged for a
ranch or farm, when a leasehold of a fee with thirty years or more
to run is traded for real estate, or when improved real estate is ex28
changed for unimproved real estate.
In one situation involving a taxpayer who had sold business
property at a loss and simultaneously leased it back from the buyer
for 95 years, the transaction was held to be an exchange of business
property of like kind and the loss therefore nondeductible. 29 Similarly,
an exchange of oil and gas leases in fee for an interest in the same
leases for an indefinite term was held a tax free exchange. 30
The purchaser may pay part of the consideration for the exchange
in cash without removing the transaction from the purview of the
nonrecognition provisions,31 but the recipient of cash may realize
gain up to the amount of cash received. 32
Sale of Residential Property
Property occupied by a taxpayer as his residence falls within the
statutory definition of a capital asset.3 3 Since 1951, however, all or
27U.S.

Treas. Reg. 118, §39.112 (b) (1)-i (a) (1953).

281bid.

29Century Elec. Co. v. Commissioner, 192 F.2d 155 (8th Cir. 1951).
a0Fleming v. Campbell, 205 F.2d 549 (5th Cir. 1953).
3'George E. Hamilton, 30 B.T.A. 160 (1934); U.S. Treas. Reg. 118, §39.112(b)
(1)-1 (b) (1953).
2
3 1NT. Rav. CODE OF 1954, §1031 (c).
33
INT. REv. CODE OF 1954, §1221.
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part of the gain on the sale or exchange of a residence, under certain
conditions, may not be taxable. This exception to the general rule
is contained in section 1034 of the Internal Revenue Code. It provides that when a taxpayer sells property that he has used as his
principal residence and, within a period beginning one year prior to
the date of the sale and ending one year after that date, other property
is purchased and used by the taxpayer as his principal residence, any
gain resulting from the sale shall be recognized only to the extent
that the selling price of the old residence exceeds the cost of the new
one. The statute does not provide for any election or option but
is mandatory in its operation.
What constitutes "property used by the taxpayer as his principal
residence" is a factual determination. If the residence is part of a
property also used for business purposes, as in the case of an apartment over a store building, and the entire property is sold, the statute
34
It
applies only to that part of the property used as a dwelling.
would be proper in that case to have an appraisal made and allocate
values between the business and residential property. Only that part of
the sale price that is allocable to the sale of the dwelling itself need
35
be reinvested in a new residence.
What is a taxpayer's "principal residence" is likewise a factual
issue. If a person occupies two or more residences the same tests that
are used to determine domicile may be applied.36 Property used by
the taxpayer as his principal residence may include a houseboat, a
house trailer, or a co-operative apartment house in which stock is
held by a tenant-stockholder. It does not include, however, personal
property not classed as a fixture under local law.3 7 In computing the
taxpayer's selling price of the old residence it is prop#er to include the
amount of any mortgage or other indebtedness to which the property
is subject, regardless of whether it is assumed by the purchaser.
Sale of Corporate Real Estate
Prior to the 1954 act a corporation could dispose of its real estate
in either of two ways: it could sell the property, or it could distribute
34S. REP. No. 781, pt. 2, 82d Cong., Ist Sess. (1951), 1951-2 CuM. BuLL. 566.
351bid.
36E.g., where is the taxpayer registered to vote? Where does he file his income
tax return? Where is he engaged in business? Where is most of his time spent?
s7U.S. Treas. Reg. 118, §39.112 (n)-I (b) (1) (i) (1953), issued under the 1939 code.
The new regulations on this section have not yet been promulgated.
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it to the shareholders in liquidation and the shareholders could sell
the realty. In the first instance the corporation had to pay a capital
gains tax on the gain resulting from the sale, and the stockholders
paid a second tax when the profit was distributed to them in the form
of dividends. In the latter case the stockholders were taxed once
at capital gains rates and, if they disposed of the property promptly,
8
there was no further tax.3

There inevitably followed many attempts to fit a transaction which
was really of the stamp of a corporate sale into the pattern of a sale by
stockholders after liquidation. Stockholder-officers would negotiate the
sale of corporate real estate, hastily liquidate, and after receiving the asset as a liquidating distribution sell it as originally planned. These efforts came to grief with the Supreme Court's pronouncement in Commissionerv. Court Holding Co.-9 As a result this area of the tax law lay
in a penumbra of uncertainty until the Court's reappraisal of the situation in United States v. CumberlandPublic Service Co.,40 which reached
the opposite result on substantially the same facts. It remained for Congress to dispel the last lingering shadows of the Court Holding Co. decision through the enactment of section 337 of the 1954 Internal Revenue Code. This provision provides that no gain or loss shall be recognized when a corporation sells its property pursuant to a plan of liquidation and makes it largely immaterial whether negotiations for the
sale of a corporate asset were begun before or after liquidation, as long
as the pattern of the statute is followed.
Section 337 provides that no gain or loss shall be recognized by a
corporation that sells or exchanges property if it adopts a plan of
complete liquidation and within twelve months distributes all of its
assets in liquidation except those retained to meet claims. For purposes of this provision "property" is defined as not including stock
in trade, property held for sale to customers in the ordinary course
3sThis is predicated upon the fact that the property takes a new basis for determining gain or loss equal to its fair market value at the time of liquidation.
If the property is subsequently sold for the same price there is, of course, no gain

upon the sale.
39324 U.S. 331 (1945). The taxpayer, a Florida corporation, owned as its sole
asset an apartment building. The officer-shareholders were approached by a
prospective purchaser with whom they negotiated a sale. The corporation was then
liquidated, the real estate distributed to the shareholders as a liquidating dividend,
and then conveyed by them to the purchaser. The Court held that, since the
sale had been negotiated by the corporation or in its behalf, it was taxable to the
corporation.

40338 U.S. 451 (1950).
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of business, or certain installment obligations. 41 Section 337 is made
expressly inapplicable to collapsible corporations, 42 one-month liquidations under section 333,4-3 and certain liquidations of subsidiaries
under section 332. 44
Although a reading of the statute indicates an intent that the running of the twelve-month period shall commence upon the date of
the adoption of a plan of liquidation, the proposed regulations indicate otherwise. In an apparent attempt to prevent the selling of loss
property before the adoption of the plan of liquidation, the regulations
45

state:

"For the purpose of Section 337 (a) the date of adoption of the
plan of complete liquidation of a corporation is the date on
which occurs the first step in the execution of such plan, but
not later than the date of the adoption of the resolution by the
shareholders authorizing the distribution of the corporate assets
in redemption of all of the stock pursuant to which the corporation is liquidated. In determining such date, consideration will
be given to the dates of any sales of property (as defined in
Section 337 (b)) not ordinarily made in the conduct of the business as well as to all other relevant facts and circumstances."
This administrative regulation clearly surpasses the bounds of
congressional intent and reinjects uncertainty into an area that Congress intended to clear of booby traps once and for all. It is not inconceivable under a strict interpretation of this regulation that a loss
may not be recognized and subsequent gain may become taxable if they
are separated by more than twelve months. This is a pitfall for the
unwary that should be eliminated from the administration of this
provision.
TENANCY BY THE ENTIRETIES AND JOINT TENANCY

Income Tax Effect
In Florida most residences are owned by husband and wife as
1954, §337 (b) (1).
,-INT. REV. CODE OF 1954, §337 (c) (1) (B).
3
4 INT. REV. CODE OF 1954, §337 (c) (1) (A).
41NT. REv. CODE OF 1954, §387 (c) (2).
45Proposed Reg. §1.337-2(b).
41INT. REV. CODE OF
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tenants by the entireties in order to circumvent the rigid descent and
distribution requirements of Florida's homestead law.46 This method
of property ownership has increased in popularity in recent years, and
it is not uncommon to find investment real estate, stocks, and miscellaneous personal property held in this manner. No attempt will
be made here to discuss the advisability of owning property in estates
by the entireties, as this has been fully explored elsewhere.4
For purposes of this discussion a joint tenancy may be defined as a
tenancy in which each tenant has a right of survivorship. 48 A joint
tenant may partition 4 9 or alienate his interest in the property subject
to the tenancy. A tenancy by the entireties, however, may exist
only between a husband and wife, and the principal distinction between it and a joint tenancy is the marital union of the tenants.50 A
tenant by the entireties may not alienate his interest nor may he
partition. Upon divorce, however, both parties become tenants in
common. 51
Under Florida law a joint tenancy does not exist unless the instrument creating the estate expressly provides for the right of survivorship.52 The omission of a provision for that right results in the creation
of a tenancy in common.52 A tenancy in common lacks the survivorship characteristic of the joint tenancy and tenancy by the entireties.
A tenant in common may will his interest in property and partition
or otherwise alienate it without restriction.
Since the Internal Revenue Act of 1948 the principal income tax
problem with regard to tenancies by the entireties and joint tenancies
54
has been one of determining the basis for computing gain or loss.

46FLA. STAT. §731.27 (1953): "The homestead shall descend as other property;
provided, however, that if the decedent is survived by a widow and lineal descendants, the widow shall take a life estate in the homestead, with vested remainder to the lineal descendants in being at the time of death of the decedent."
47Black, Tenancy by the Entireties as a Tool in Estate Planning in Florida, 5
U. FLA. L. REv. 378 (1952); Ritter, A Criticism of the Estate by the Entirety, 5 U.
FLA. L. REv. 153 (1952).
48Kozadk v. Kozacik, 157 Fla. 597, 26 So.2d 659 (1946).
49FLA. STAT. §66.03 (1953).

5OStrauss v. Strauss, 148 Fla. 23, 3 So.2d 727 (1941).
51FLA.

STAT.

§689.15 (1953); Reid v. Reid, 68 So.2d 821 (Fla. 1953); Junk v. Junk,

65 So.2d 728 (Fla. 1953); Copeland v. Copeland, 65 So.2d 853 (Fla. 1953); Boles v.
Boles, 59 So.2d 871 (Fla. 1952); Hogan v. Martin, 52 So.2d 806 (Fla. 1951); Kollar
v. Kollar, 155 Fla. 705, 21 So.2d 356 (1945).
52FLA. STAT. §689.15 (1953).
53lbid.

54For an analysis of federal income tax problems when husband and wife file
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Under the 1939 Internal Revenue Code a person who acquired property by bequest, devise, or inheritance was entitled to a new basis equal
to the fair market value of the property at the date of the decedent's
death. 55 As a result of the gradually rising market that has existed
during the past several years, this became a valuable right; but, because of the legal fiction that title to property owned jointly or by
the entireties passes at the time title is originally taken, such property
has been excluded from the operation of this statute and a surviving
joint tenant has no right to an adjusted basis.
The 1954 act remedies this harsh situation by providing that if
property is acquired by reason of death, form of ownership, or other
conditions from a decedent whose death occurred after December 31,
1953, and as a result the property is included in the estate of the decedent for estate tax purposes, the basis of the property shall be the
fair market value as computed at the date of death or the optional
valuation date. 56
Gift Tax
The most significant change wrought by the 1954 Internal Revenue
Code with respect to tenancies by the entireties and joint tenancies
was in the area of the gift tax. Under prior law, the creation of either
estate usually resulted in a taxable gift.5 7 Thus a gift occurred when
a home was purchased by a husband and the title taken as an estate
by the entireties, when the husband made payments on the mortgage,
or when a wife withdrew from a joint bank account funds deposited
by her husband. Most of the gifts so made were not within taxable
range by virtue of the 53,000 annual exclusion or the $30,000 specific
exemption or both. The public, however, generally remained ignorant
of the gift tax features of taking title to property as an estate by the
entireties or jointly with right of survivorship, and gift tax returns
were rarely filed as the result of such transactions.
Congress remedied this situation in the 1954 act by providing that
the creation of a tenancy by the entireties in real property, making
additions in the form of improvements, and reductions in the inseparate returns, see Rudick, Federal Tax Problems Relating to Property Owned in
Joint Tenancy and Tenancy by the Entirety, 4 TAx. L. REv. 3 (1948).
S5INT. REV. CODE OF 1939, §113 (a) (5).
•6INT. REV. CODE OF 1954, §1014 (b) (9). This can be a disadvantage in a declining
market.
57US. Treas. Reg. 108, §§86.2 (a) (4), (5), 86.19(h) (1946).
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debtedness on the property shall not be deemed to be taxable gifts,
regardless of the proportion of the consideration furnished by each
spouse, unless the donor elects to have the transfer treated as a gift. 8
Because many states do not recognize a tenancy by the entireties but
do allow husband and wife to hold property as joint tenants with
rights of survivorship, the provisions of this section were extended to
joint tenancies between husband and wife. 5 It should be noted that
this section applies only to real estate and leaves untouched the corresponding problem in regard to personalty.
Under the new law the donor spouse may elect to have the transaction treated as it was under the 1939 code,60 but unless he does so
it will not be treated as a gift. When the creation of a tenancy by
the entireties is not treated as a gift the termination of the tenancy,
other than by the death of a spouse, will be deemed to have resulted
in a gift by a spouse to the extent that the proportion of the total
consideration furnished by the spouse, multiplied by the proceeds
of such termination, exceeds the value of the proceeds of termination
received by that spouse. 61 Thus, if the husband furnished $30,000 as
consideration for the purchase of real property held as tenants by
the entireties and the property is later sold for $60,000, which is
divided $35,000 to the husband and $25,000 to the wife, the value
of the gift will be the value of the wife's one-fourth interest minus
the value of the proceeds received, or $10,000.
Estate Tax
Professor Kenneth L. Black has stated that, generally speaking,
the choice of tenancy by the entireties or joint tenancy with survivorship is improper and unfortunate in estates subject to federal estate
taxes. 2 Although this comment preceded the enactment of the 1954
Internal Revenue Code, there was no substantive change made in
the estate tax provisions of the 1939 act relating to joint interests.6 3
Accordingly, his criticism would appear to be as valid today as when
it was made.
581NT. REV. CODE OF

59INT. REV. CODE OF

1954, §2515 (a).

1954, §2515 (d); S. REP. No. 1622, 83d Cong., 2d Sess. 128,

480 (1954).
60INT.

6

REV. CODE

OF

1954, §2515 (c).

lINT. REV. CODE OF 1954, §2515 (b).

62Black, supra note 47, at 379.
6SINT. REV. CODE OF 1954, §2040, corresponds to §811 (e) of INTr. REV. CODE OF

1939 except for derical changes.
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Frequently persons place property in an estate by the entireties
or joint tenancy with right of survivorship under the mistaken impression that property so held is not subject to estate tax upon the
death of a tenant. This result does not obtain under present law,
nor was it the case under the 1939 Code. The property must be included in the estate of the first tenant to die, except that the part
shown to have originally belonged to the surviving tenant or to have
been purchased with funds provided by him is excluded from the
decedent's gross estate.6 4 In the event the decedent and his or her
spouse acquired property by gift, bequest, devise, or inheritance and
title was taken as tenants by the entireties, only one half'of the value
of the property need be returned by the decedent's estate for tax
purposes.05
INSTALLAENT SALES

The installment sale of real estate is a valuable tool for tax
minimization, and it should be explored as a matter of routine by all
individuals contemplating the sale of property. Inasmuch as the
tax on long term capital gains may never exceed 25%,66 many taxpayers do not realize the advantages of electing to receive the proceeds
of a sale over a period of two or more years rather than in a lump
sum. For example, if it is expected that the sale of other property
will result in a capital loss in a later year, it may be desirable to defer
a long term capital gain in order to offset the loss. If the sale occurs
in a year in which an operating loss is realized, the capital gain may
be deferred to a subsequent year instead of offsetting it against the
operating loss. This will permit a larger net operating loss carry-back
to the prior year. Still another reason for deferring gain to subsequent
years may be an anticipated tax cut by Congress.
The principal reason for gain postponement, which applies in
every case that finds the taxpayer below the 50% bracket, 7 is to insure
that the capital gain will be taxed at a rate lower than the 25%
maximum. 8
e4INT. REv. CODE OF 1954, §2040.
e.Ibid.
GGINT. REv. CODE OF 1954, §1201, provides an alternative tax, amounting to a
flat 25% of the gain, on long term capital gains by both individuals and corporations.
e7Currently $32,000 for married taxpayers, $22,000 for heads of households, and
$16,000 for single persons.
esIn lieu of the alternative tax provided by §1201, a taxpayer may, under
§1202, cut the net long term capital gain in half and take the resulting 50% into

https://scholarship.law.ufl.edu/flr/vol8/iss4/3

16

Emmanuel:
TaxFLORIDA
Problems inLAW
Real Estate
Transactions
UNIVERSITY
OF
REVIEW
Under the installment method of selling real property, a taxpayer
who receives 30% or less of the purchase price in the year of the sale
may return as income for that and subsequent years the proportion
of the installment payments actually received in the year that the
gross profit, realized or to be realized when payment is completed,
bears to the total contract price. 69 For example, assume that real
estate having a basis of $25,000 is sold for $100,000. Payment of
$30,000 is made in cash, and the balance is represented by a note for
$70,000, payable $30,000 one year after date and $40,000 at the end
of two years. The gain of $75,000 realized on the sale is taxed 30/100
or $22,500 in the year of the sale, 30/100 or 22,500 during the second
year, and 40/100 or $30,000 during the third year. Of course, if the
taxpayer in not a dealer he is entitled to treat the gain as capital gain.
Caution should be exercised that the payments scheduled during
the year of the sale are far enough below the 30% limitation to take
into account any adjustments of the selling price brought about by a
proration of closing costs. It is embarrasing and costly to set the initial
payment at exactly 30% of the selling price only to find that after
adjustments for closing costs the payment is in excess of that figure.
The Treasury Department under prior law

°

required some pay-

ment during the year of sale in order to qualify the transaction as an
installment sale.71 The 1954 code expressly provides that no payment
need be made during the year of the sale.72 This relaxation in the rule
permits greater flexibility and allows the entire gain on a sale of real
estate to be deferred to a subsequent year. Thus, under the 1939
code, when a note was taken for the entire purchase price and no payments were made during the year of the sale, the fair market value
of the note received was required to be included in the taxpayer's
gross income in that year.7 3 Under the current statute gain is realized
only as payments are made on the note.
CONCLUSION

The lawyer whose practice consists to any material extent of assisting clients in the purchase and sale of real estate does not necessarily
his gross income to be taxed at ordinary rates. See note 6 supra.
9
6 INT. REv. CODE OF 1954, §453 (b).
70INT. REV. CODE OF

1939, §44 (b).

" U.S. Treas. Reg. 118, §39.44-2 (c) (1953); G.C.M. 12148, XII-2 CUM. BULL. 57
(1933).
2
7

INT. REV. CODE OF 1954, §453 (b) (2) (A).

73Ibid.
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have to qualify as an expert in all phases of federal tax law. He
should, however, as a basic minimum, acquire a thorough familiarity
with the three areas of taxation set out below.
(1) Capital Transactions. The real estate lawyer should be intimately acquainted with the mechanics of capital gains
and losses as they affect real estate transactions. He should
be able to gauge the point at which a property owner becomes a dealer in real estate and how the capital gains
status of his profits is affected. He should be able to advise
on the advantages and disadvantages, taxwise, of subdividing property and what types of real estate may be exchanged tax free. He should understand to what extent
gain or loss on the sale of residential property is recognized
and be able to plan the best way to sell corporate real
estate.
(2) Joint Land Ownership. The competent land lawyer should
be conversant with the income, estate, and gift tax consequences of tenancies by the entireties and joint tenancies
with rights of survivorship and be prepared to advise his
client as to the best way to take title to real estate.
(3) Installment Sales. The real estate practitioner must have a
good grasp of the principles that qualify a transaction as
an installment sale and be able to compute quickly whether
it will be to his client's advantage to defer all or part of
the gain from the sale to subsequent years.
Since the advent of the 1954 Internal Revenue Code it has become
even more evident that working with and rendering advice in regard
to federal taxation is within the domain of the lawyer and that a
law practice necessarily requires a working familiarity with the tax
law. Only a lawyer is competent to render advice on the potential
effect of the tax law upon contemplated transactions. He should not
abuse his privilege by undertaking to perform his duties without an
adequate knowledge of the factors involved.

https://scholarship.law.ufl.edu/flr/vol8/iss4/3

18

